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CAPITAL AND INTEREST. 

Professor Alfred Marshall, in his new volume, 
opens his chapter on "Capital" with these sentences: — 

Unfortunately, the term Capital has many uses both in the language 
of the market-place and in the writings of economists. There is no 
other part of economics in which the temptation is so strong to in- 
vent a completely new set of technical terms, each of which should 
have a precise and fixed meaning, while between them they should 
cover all the various significations wliich are given to the one term 
Capital in the language of the market-place. — Principles of Economics, 
Book II. chap. iv. 

Professor Marshall resists for his own part the tempta- 
tion to invent new terms, and in this I have no doubt he 
has acted wisely. But everybody who has had occasion 
to write, or even to think with precision, regarding any of 
the problems in which capital figures, must have become 
painfully aware of the great need we are in of a better 
terminology. Now, though we are debarred by practical 
considerations from inventing new terms, it does not 
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follow that we maj' not improve somewhat our use of the 
terms already invented. One change of this sort I vent- 
ure to propose for general adoption in economic discus- 
sion, partly because it is already adopted by some writers, 
but niainh' because, in my judgment, the general adoption 
of it would tend greatly to obviate misunderstandings and 
to clear uj:) some of the most difficult points in the theory 
of distribution. 

The change I })ro2)ose is that the word " capital," stand- 
ing without modifying words, shall hereafter be under- 
stood not to include resources for the payment of wages, 
but to apply ordy to the apparatus of production and 
exchange in the strict sense ; that is to say, the tools, 
materials, buildings, ships, railways, and so on, required 
b}' tlie producers in order to carry on their work effec- 
tively. Resources for paying wages may be sufficiently 
designated by the descriptive term already in common use 
for the purpose ; namely, savings. 

It is easy to see that these two sets of things, savings 
and industrial machinery, differ extremely in character 
and function. Industrial apparatus we need in order to 
make effective use of the iiatural agents about us. It 
enables us to i)roduce more and better enjoyable commodi- 
ties with a given outlay of labor. Savings, on the other 
hand, consist wholly of things with which productive indus- 
try has done, — enjoyable commodities ready for consump- 
tion, whose only use is to sustain and comfort those who 
are to consume them. Industrial apparatus men need as 
producers. The food, clothing, and other elements of real 
wages they need simply as men, whether producers or not. 
It is true, of course, that men cannot produce without 
sid)sistence ; but that is not the whole truth. Men can- 
not live without subsistence. It seems sti'angely unscien- 
tific, theref(n-e, to include subsistence under capital, on 
the ground that subsistence is a necessity of production. 
The true relation would seem -to be that subsistence is 
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the object, or one of the objects, of production ; and that 
it is a condition, not merely of productive energy, but of 
life itself. 

The older economists commonly accepted tlie commer- 
cial view of capital. Looking at the matter from the em- 
ployers' standpoint, they regarded as capital whatever 
wealth (other than land) is used to gain an income, or a 
profit. Since an employer's resources for paying wages 
are an essential part of his equipment for gaining prof- 
its, they had no hesitation in including these resources 
in his capital. In this respect, the example of Adam 
Smith has been closely followed by the great majority of 
later writei^s, — even by those who sought to shift the 
point of view of capital from that of a single class to that 
of the whole community. These latter, while defining 
capital as the necessary outfit for eflicient production, 
have thought it necessary to include in such outfit a 
supply of subsistence for the producers, on the assumption 
that, without such a supply, production of implements and 
machinery would be impossible. Indeed, some writers 
have gone so far as to reduce all capital, in the last 
analysis, to the single article food. For, they argue, with 
a supply of food assured, men are able to devote them- 
selves freely to the production of any desired tools or 
other apparatus ; wliile, without such a supply, it is as- 
sumed it would be impossible for them to do so. Ac- 
cordingly, in every illustrative list of tilings constituting 
capital we find food and clothing always mentioned ; and, 
because the mass of producers get their food and cloth- 
ing as wages, it is concluded that resources for paying 
wages are necessarily capital. 

This reasoning I believe to be quite inconclusive. In 
the first place, it is admitted on all hands that subsistence 
is not in itself capital. Unless the opportunity which the 
possession of it gives be used to produce true capital, it 
remains mere subsistence " consumed unproductively." 
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If the men who eat the corn and wear the clothes devote 
their energies to producing ploughs or to raising sheep, 
the corn and the clothes are capital. If, however, the 
consumers merely loll in the sunshine, what they eat and 
wear is not capital. This seems to assume that a man's 
food and clothing are somehow identical with the thing he 
turns out while consuming them. As if we should say 
that food eaten by a poet is thereby made poetry, or that 
the coat woni by a philosopher is thereby made philoso- 
phy. We carefully avoid such absurdity in other cases, 
but deliberately adojjt something closely akin to it in 
the case of capital. The simple fact is that subsistence is 
never anything but subsistence. When men use it to 
sustain and comfort their bodies, they put it to its natural 
and only use, and this wholly irrespective of the question 
whether or not they instantly fall to producing some 
otlier form of wealth. Let us be done with mere fancies 
and figurative language in scientific discussion. Except 
in the mind and the ledger of the employer, there is no 
relation of identity, nor anj'thing resembling that relation, 
between the wages of the laborer and the capital pro- 
duced by his labor. 

If productive laborers were mere machines or working 
animals in the service of some higher beings, it would be 
natural for such higher beings to regard men's necessary 
consumption of food and clothing as consumption of 
capital. Those beings might regard it quite as we now 
regard the necessary consumption of fuel by the engine 
or of fodder by the draught-horse. But, if we are to look 
on men as all equally men, and to think of laborers as 
consuming subsistence in order to live rather than in 
order to produce for other men, we can hardly continue to 
speak of their food and clothing as mere forms of capital. 
Such modes of speech seem to be only a survival of the 
old way of looking at productive industry as an affair of 
the employing class. 



CAPITAL AND INTEREST 133 

When we view production from the broadly human 
standpoint, and inquire what producers need simply as 
[)roducers, we readily perceive that resources for paying 
watjes have no claim to be included. Tools and materials 
are required by the very nature of the work itself. Pay 
for the worker, apart from the natural result of his labor, 
is evidently no physical necessity of the case. Taking 
men as a community, and ignoring the distinction between 
laborer and employer, we easily see that all they get for 
their joint exertions in production is the product. The 
only sacrifices necessary for producing things, by even the 
most elaborately capitalistic methods, are labor and wait- 
ing, or, more simply, the bestowal of much labor in mere 
j)reparation for production. Under our existing social 
conditions, this necessity of great preliminary labor with- 
out immediate return is undoubtedly met through the 
savings of the capitalist class. But it does not follow 
that savings are a necessary condition of the production of 
capital. All that the possession of savings does for a 
community is to enable it to spare a portion of its labor 
for work that yields no immediate return. Now, a little 
reflection ought to make it clear to everybody that, so far 
as the physical necessities of the case are concerned, the 
possession of savings is rather the evidence than the 
source of a comimiiiity's abilitj' to sjKire labor for the pro- 
duction of capital. For the labor that produced the sav- 
ings was itself, by the nature of the case, labor that could 
have been devoted to producing true capital. Strictly, 
wherever there is ability to save, there is ability to pro- 
duce true capital without saving. It may be more con- 
venient that the disposable labor should first be devoted, 
to producing things for subsequent use iji hiring other 
labor to produce machinery, materials, etc. But we must 
not confound convenience with necessitjr. When a small 
fanner uses his spare time in clearing new ground or in 
making improved implements, he is creating capital with-- 
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out the intervention of savings. It can hardly be doubted 
that the beginnings of capital have been made in all 
countries in just that way. In strictness there is no 
reason in the nature of things why all capital should not 
be provided in that way. 

The simple fact seems to be that the use of savings in 
the creation of capital offers, under existing social con- 
ditions, the great advantage of being at once easy and 
natural. It enables the poor man to get more commod- 
ities for his labor than he could produce if he worked, 
with scanty capital, on his own account. It enables the 
man who has savable income to make a gain by using a 
part of his means in hiring those who are less fortunate or 
less thrifty than himself. Perhaps, also, no other so simple 
way could be found of bringing considerable bodies of 
labor to bear, under efficient direction, on nndertakings 
that require far-sighted and comprehensive plans. But it 
remaiiis true, nevertheless, tliat the dependence of capital 
on savings arises, iiot from the nature of capital or of pro- 
duction in .'s-e, but from the inequalities of wealth and of 
waiting ca^uicity among men. So far as the nature of 
production is concerned, ntithing has been done through 
savings that could not have been done, under a different 
social development, witliout savings. The labor that pro- 
duced the earliest savings might have been itself used di- 
rectly in the production of true capital instead of being 
used in producing the means of hiring other labor to pro- 
duce it. And so of all later savings. 

Strictly, then, savings belong, with wages, to the sub- 
ject of Distribution, so called, and not to Production : 
whereas capital, in the true sense, has no connection with 
distribution, but has very intimate and powerful bearings 
on the productiveness of labor. Savings are a necessary 
condition, not of capital, but of profits : they are necessary 
in order that some men may be able to make profits from 
hiring other men. It is, therefore, in the treatment of 
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wages, profits, and interest, that the full importance of the 
distinction between savings and true capital becomes ap- 
parent. I believe that most of the confusion and mis- 
understanding into which the theory of distribution has 
fallen is directly traceable to neglect of this distinction. 

If, for example, "orthodox" political economy had 
simply announced that wages depend immediately on sav- 
ings, instead of asserting that wages depend on capital, 
one can hardly suppose that the doctrine would have been 
seriously controverted by any intelligent person. The 
essential principle of the wages-fund would have received 
a form which could hardly be misconstrued by friend or 
opponent. For it must be clear to everybody that the 
productive system of a great country embodies all the 
time, under constantly changing forms, the results of an 
innnense amount of labor, held, so to say, in solution by 
the jiocoHsities of the case ; and that, so far as the manual 
laborers have already, at any given time, received pay- 
ment for their share in producing the industrial outfit of 
the time, they must have been paid out of the saved prod- 
ucts of other and earlier labor. By jumbling together the 
fee for the workman and the implements for his work 
under the common name of capital, and then asserting, or 
seeming to assert, that wages depend directly on the sum 
of the two, needful clearness in the treatment of wages 
was made impossible. The essential simplicity of the 
practical relations in the case was obscured. Miscon- 
ception and controversy followed, with consequences for 
economic theory which need not be recalled. The history 
of the case seems to me to point very clearly to the need 
of wholly separating, in our nomenclature, things that 
differ so radically in character and function as do savings 
and working capital. 

That the business man must always treat as part of his 
individual capital whatever of resources he may have on 
hand for paying wages does not appear to me to make it 
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necessary for economists to adopt this view. The neces- 
sities of book-keeping govern the business man's way of 
looking at the matter. He has to include in his " capital " 
the value of his land, the aggregate of debts owing to him, 
and so on, as well as his resources for paying wages. 
Economists do not follow him in the one case, and neither 
need they do so in the other. What the business man 
aims at is profits ; and all the property he is using for that 
purpose he naturally regards as his capital, no matter what 
the existing form of any part of it may be. Resources for 
paying wages are a necessary part of the outfit, — in fact, 
are the only necessary material outfit, for gaining profits. 
From the employer's standpoint and for his purpose, such 
resources may be a " necessity of production " ; that is to 
say, of production carried on with a view to profit. But, 
as this is not the economic view of production and its mo- 
tives, so neither ought this to be the economic view of 
capital. 

The treatment of interest would be clarified even more 
than the treatment of .wages by observing the distinction 
between savings and true capital. Nothing else, I think, 
can rescue the subject from the muddle into which it has 
fallen. For it must be clear to every careful reader of the 
current literature of the interest problem that, though all 
the writers use the same terms and phrases, they do not 
all use them with the same meaning. There is no agree- 
ment either as to the real nature or the source of interest. 

One writer evidently has in mind actual payments made 
by borrowers to lenders, — the interest that figures in the 
loan market. Another conceives of interest as a universal 
element hi the gross profits of all employers, no matter 
whether they borrow a part of their resources or simply 
nse their own savings. A third evidently has in mind an 
independent " economic share " of the product of industry 
accruing to the owners of tlie machinery, buildings, and 
other capital used in producing it. Manifestly, the first 



CAPITAL AND INTEREST 137 

step towards discovering the law of interest must be to 
settle definitely what interest is, and what precise part 
capital plays in the gaining of it. 

The phrase "interest of capital" is used on all hands, 
apparently as one too clear to need explanation. In point 
of fact, no phrase ever needed it more ; for it seems to 
imply that the quality of yielding interest is somehow an 
attribute of capital, simply as capital. But evidently, 
when we speak of any definite part of our productive 
apparatus, we never speak of it as yielding interest. A 
rolling mill is capital ; but nobody speaks of tlie interest 
of a rolling mill, or of a cotton factory, or of a reaping ma- 
chine. Why not ? If it be in the nature of capital, as 
such, to yield interest, why do we avoid forms of speech 
wJdch imply this of any definite part of visible capital? 
We si)eak of the wages of labor, — of Smith's wages, and 
of Smith's wages for any given day. We speak of the rent 
of land, — of the rent of Brown's farm, and of the rent of 
Robinson's building lot. We speak of the interest of cap- 
ital and of the interest of A. I>.'s capital; but we never 
hear of the interest of A. B."s ships, nor of the interest of 
C. D.'s warehouses, though tliese are undoubtedly parts of 
their capital. Why this difference between interest and 
wages or rent? 

This question may help us indirectly in determining 
what interest is by helping us to see what it is not. If 
there be no interest of cotton mills, iron foundries, reap- 
ing machines, and the like, it follows at once that the 
connection between interest and capital is entirely differ- 
ent from that between rent and the rent-yielding land. 
Economic rent, wherever it accrues, is a primary and 
independent "share" of the product. The amount of it 
is determined by the very process of production, because 
it grows out of the external physical conditions under 
wliich production is carried on. We connect the rent 
directly with the agent that yields it. But not so of in- 
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terest aiul capital. Wo may think of the owner of a cot- 
ton mill as a capitalist, and as getting interest on his 
capital ; but we do not think of his income as interest of 
his cotton mill, even though we should say that the mill 
is the capital by means of which he obtains the interest. 
This, we shall find on examination, is no mere freak of 
language, nor a question of mere words. It points to the 
process by which interest is gained. The office of cotton 
mills, reaping machines, and all other true capital, is not 
to earn interest for any man, but simply and purely to 
increase the productiveness of human labor. If we look 
only at the course of production itself, as in the case of 
rent, we perceive no clew by which any portion of the 
commodities produced may be assigned as " earnings of 
the capital " employed. In fact, we quickly become aware 
that the capital is itself but the result of directing labor 
in certain ways towards the production of the desired 
commodities. To regard ca})ital as a third factor in pro- 
duction, on a par with labor and land, is to miss its true 
quality. It is at once simpler, and more philosophical, 
because more directly in keeping with the facts, to look 
on the labor that produces requisite capital as part of the 
labor of producing the commodities in the production of 
which the capital is used. This is simply to view all 
industry from the standjDoint of its ultimate aim. But, 
whatever be the point of view, the fact is obvious that the 
visible course of production gives no suggestion as to the 
" share " of the product due to the capital employed. We 
know, of course, that, where the laborers have all known 
appliances for making labor effective, the product of their 
industry is immeasurably greater than it would be if they 
worked without capital. But to call the excess an "eco- 
nomic yield of the capital employed" would practically 
be to give the name of interest to the whole product.* 

*Professor J. B. Clark (Quarterly Journal of Economics, April, 1891, p. 312) 
gives the name of " Rent of the Labor Force " to this increase of product 
gained through capital (deducting current interest, however). That is, to my 
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Tlie truth appears to he that interest, as we know it 
in practice, does not rest directly, as rent does, on any- 
thing that sliows itself in the act of production. It has 
no simple basis in external nature, but depends on agree- 
ments between men. So far as the mere course of pro- 
duction is concerned, the whole product, after eliminating 
rent, is the natural reward of labor bestowed in certain 
ways, — ways that involve long waiting for the enjoyable 
return to large quantities of labor. This need of waiting 
is undoubted^ a physical fact ; and, since interest is made 
possible by the necessity of time in production, it may 
seem to some that interest, too, has its physical basis as 
clearly as rent has. But tliere is this important differ- 
ence: rent is a direct conse([uonce of nature's inequali- 
tic.s. j\Ien can neitlier av(iid it nor alter it. Interest, 
on the other liand, is wholly due to men's own behavior 
in face of the physical conditions of production. The 
amount of it depends wholly on human action and ar- 
rangement as regards the waiting element in the cost of 
productioji. 

']'ho Inirden of the waiting that is necessary in order to 
provide requisite instruments of production is now mainly 
borne by a. limited class. Tlie great mass of manual 
laljorers decline to wait for the natural reward of their 
labor. They choose rather to have wages at once, though 
tlicy are quite aware that they receive less than the event- 
ual product of tlieir labor. The difference between the 
wages and the final product of the labor for which the 
wages are paid, constitutes the gain of the employing 
class. This difference, as we know, is not wholly interest ; 
but it includes the interest. Whether it be possible to 
separate interest, in this general sense, from the other 
elements of gross profits, is a question we cannot now 

mind, -a strange proceeding-. If political economy is to become a doctrine of 
various rents, — to be, as one miglit say, rent in pieces, — I sug-gest that the 
whole increase of product liere in question is a rent of inventive faculty and of 
waiting. 
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consider. I am myself of the opinion that no formula 
or principle has yet been supplied whereby interest, as 
a universal element in all gross profits, can be identified 
and measured. What we have are, on the one hand, theo- 
ries based on the assumption that interest, in this univer- 
sal sense, coincides with the rate obtainable for loans, — 
an assumption which can hardly be called entirely satis- 
factory; and, on the other hand, various ingenious at- 
tempts to develop a law of interest as a primary " shaxe " 
of the product accruing to capital as its " earnings," and 
determined by the physical conditions of production. A 
universal law of interest reached by the first method must 
have but little light or significance for us ; and interest 
in the sense contemplated by the other method I believe 
to be demonstrably a mere figment of the brain. The 
whole product of industry comes to men as the undivided 
reward of labor and waiting. No part of it is ear-marked 
as the separate reward of the waiting. The appeal to the 
product of the last "dose" or "increment" of capital, as 
fixing the rate of interest for all capital, involves, in my 
opinion, the great fallacy of assuming the thing to be 
proved. For there is no such product, since there is 
never a separate product of capital in any case. But I 
waive these objections, and shall assume, for present pur- 
poses, that interest, in the universal sense, admits of theo- 
retical separation from the other elements of gross profits. 
My object at present is merely to call attention to some 
features of the process of gaining interest, which seem to 
be overlooked in recent discussions, especially by writers 
who are in quest of a law of interest to accompany the 
residual theory of wages. 

Assuming, then, that interest in the universal sense can 
be extricated from its combination with earnings of man- 
agement and compensation for risk, let us consider the 
process by which interest is gained. Obviously, since it 
comes into existence as a part of the gross gains of em- 
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ployers, the process of gaining it must coincide, up to the 
point of division, with the process of making gross profits. 
Jn order, then, to understand the process by which in- 
terest accrues, we have only to analyze the operations by 
wliich employers make profits. And, since we are con- 
cerned, not with the greater or less gains of the individ- 
ual, but with profits and interest as general phenomena, 
we may safely treat as one body all the employers who 
co-operate in the production of each commodity. The 
source and nature of interest would not be different if, in- 
stead of one employer raising the cotton, another making 
the machinerj^ a third erecting the buildings, a fourth 
mai\ufacturing the cotton cloth, a fifth managing the sale 
to consumers, and so on, we had a single employer hiring 
all the laborers concerned from first to last in the produc- 
tion and exchange of this commodity. When one em- 
ployer or dealer buys machinery, materials, or the finished 
commodity from another employer or dealer, the buyer 
only takes over the position and rights of the seller. 
These transactions can have no effect on the essential 
character of the process by which they all gain interest, 
nor on the amount of their total gain. 

Now, no argument ought to be necessary to show that 
interest, as well as all other gains of employers, must 
arise from excess of income over ou.tgo. The only diffi- 
culty is as to the precise mode of gaining this excess. I 
will say at once that the conventional treatment of the 
matter seems to me too narrow. It is common to regard 
each employer as an independent unit; to regard the ex- 
cess of his income over his outlay (so far as it is interest) 
as the true economic interest. The nature of the case 
seems to me to require that we take a wider view, and 
look, in the case of each enjoyable commodity, at the 
whole process of its production and exchange. The 
grounds for this contention are briefly these : — 

When an employer pays wages to his men for producing, 
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say, a reaping machine, lie r.uiy iiidividnally recover his 
outlaj^, with what is to him interest thereon, by the sale 
of the macliine. But, obviously, all that he gets in this 
waj' he gets out of tlie savings of the buyer. The outlay 
remains an outlay still, to the full extent: only it is now 
by a different person. The economic recovery of the out- 
lay, with tlie true economic interest thereon, remains still 
to be made. The labor of making the reaping machine is 
part of the labor of producing bread ; and savings in- 
vested in a reaping machine are invested in the produc- 
tion of bread. If, then, we would understand the process 
of gaining interest in its full scope, we must follow the 
investment to its final outcome. Tiiis principle is so sim- 
ple and so obviously sound that I need not spend time in 
argument on behalf of it. But there are two things to be 
noted as to its application in practice ; for this is far from 
being simple. 

In the first place, no given piece of labor has a distinct 
enjoy;d)le product wholly its own. It has to be combined 
with other labor, usually much other labor, some before 
and some after itself, before an enjoyable result appears. 
Wlicu this does appear, it is impossible to assign any 
particular part or proportion of it to this or that part of 
the various labors that have gone towards producing it. 
And so of the savings paid as wages for any particular 
part or piece of the whole labor. We have to consider 
the whole chain of payments from the beginning to the end 
as one investment, no matter how far they may have been 
separated in time, nor how many different employers may 
have liad a hand in making them. In this way we take 
our stand, not on mere accidental or artificial business 
arrangements, but (jn the natural and necessary features 
of productive industry. 

Secondly, in our search for the sources and the measure 
of economic interest, we must bear in mind that, under 
division of labor, the ultimate object of the producers in 
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each industry is not to obtain a snpply of their own par- 
ticular product, but to acquire, through exchange with 
other industries, a supply of commodities in general. A 
sound and complete philosopliy of economics must regard, 
in this behalf, the whole scope of industrial activity, — 
must rest on no motive short of that which is the main- 
spring of action in the mind of each producer. The labor 
of malving a reaping machine is, in itself, part of the labor 
of producing flour ; but the eventual return the pro- 
ducers of flour arc seeking by their labor is not flour, but 
a general assortment of enjoj^able commodities. What is 
true in this respect of the labor is just as true of the effort 
to gain interest in aity particular industry. In fact, in the 
case of interest tlieie is a second and entirely conclusive 
reason for including exchange, as well as the whole chain 
of production, in our treatment of the problem. The out- 
lay by wliich interest is won, and on which it is reckoned, 
is always at bottom wages paid for labor, and wages in all 
cases consist of commodities in general. Now, in order 
that the amount of interest and other gain may be ascer- 
tained, it is obviously necessary that the return shall be 
brought to the same form and denomination as the orig- 
inal outlay. Not till then is comparison possible ; for we 
cannot compare the things constituting the real wages 
in any case with the machinery, the materials, or even 
the single enjoyable commodity resulting from the labor. 
Economic interest is the outcome of the whole 03^016 of 
producing commodities, and the whole cycle must be kept 
in view in the study of interest. 

We have then, ordinarily, three stages in the process of 
gaining interest. The first is the payment of wages to 
laboi-ers in return for doing some part of the work of pro- 
ducing an enjoyable commodity. In the second stage the 
results of this labor stand embodied in some form of capi- 
tal, to which further labor, and consequently further sav- 
ings, have to be applied, in order to attain the enjoyable 
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commodity aimed at. The third stage is occupied with 
tlie exchange of the finished commodity for the general 
assortment of commodities that is the ultimate object of 
every man's industrial activity. Wlien the finished prod- 
uct, resulting from any given labor, has been exchanged 
with the producers of other commodities, the savings 
paid for that labor are replaced to the group of em- 
ployers that made the investment: the transaction is com- 
pleted, and the amount of interest and other gain accruing 
from it is definitely ascertained. The return admits of 
comparison, by physical measurement, with the outlay ; for 
the tilings composing it are of the same kind. Anywhere 
short of this point comparison could have been made only 
through the variable and uncertain medium of value. 
Further and more important, any computation short of 
this point must have looked forward to this final outcome 
by way of forecast or estimate, and must have left some- 
body still shouldering the burden of savings expended 
and not yet replaced. 

It is to be observed that, chronologically, the third of 
these stages may lap the second to an indefinite extent. 
This is especially true in tlie case of savings invested in 
the more durable forms of capital. The finished product 
answering to the labor devoted to making macliinery 
comes in a stream spread over a period equal in length to 
the life of the machines. Of course, the third stage begins 
as soon as a part of the finished product has appeared. 
From that point onwards, until the productive power of 
the machinery is exhausted, the two operations go on con- 
temporaneously. 

In the case of savings invested in procuring materials, 
the process of recovery is not so prolonged and the lap- 
ping is less extensive. In the case of savings paid for the 
labor of working up materials already on hand, the re- 
covery is still more prompt and the lapping still less. Fi- 
nally, savings paid for the finishing touches on each com- 



CAPITAL AND INTEREST 145 

modity and for the labor of effecting the exchange are 
recovered in comparatively brief time ; and, so far as 
these are concerned, the third stage is, for most cases, 
wholly later in time than the second. It follows, as a con- 
sequence of these differences, that savings may be in- 
vested, recovered, and reinvested many times over in 
these closing acts of each kind of production during the 
time required for a single recovery of savings invested in 
the earlier preparations or fixed plant of the industry. 
The cycle of investment differs thus widely for different 
points in the whole chain of each industry, and of course 
differs equally widely in different industries.* 

The lelation between economic interest, as here de- 
scribed, and the interest gained by the individual em- 
ployer, seems to call for a passing note. Where, as is 
usually the case, the work of producing and exchanging 
each commodity is managed by a series of employers, the 
economic interest accruing from the whole process is the 
ultimate source of the various interests gained by these 
employers individually. But it is to be noted that, except 
so far as the principle may be modified by the action of 
credit, what is obtained under the name of interest by 
those who stand early in the series is really not true or 
economic interest, but an advance in lieu of true interest 
out of the savings of those who stand later in the series. 

In this view, interest is directly connected with the 
waiting element in cost of production. It is a gain obtain- 

*One lias to speak here as if tlie return for any given outlay were more 
definitely ascertainable than, in practice, it can be. The return can be definite 
only so far as the labor, for which the outlay was made, has a distinguishable 
product ; and this, of course, can be true only of considerable bodies of suc- 
cessive labors. There is, necessarily, much pooling- of investments : new sav- 
ings have constantly to be applied in order to recover the old outlay, and the 
returns for new and old seem to be inextricably inteniiingled. But I suppose 
that, in the long run, there is a fairly definite return for the whole outlay, new 
and old. At all events, difficulty of precise application to individual cases is 
no reason for rejecting a principle that is obviously sound as theory. 
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able by supplying the means whereby laborers may antic- 
ipate the natural results of their labor, or, in other words, 
by assuming the burden of the waiting that corresponds 
to other men's labor. This can be done only througli the 
possession of savings. It follows from the nature of the 
process by whicli the gain is made that interest is strictly 
interest of savings. Tlie appearance of capital in the case 
(understanding capital as the necessary outiit of imple- 
ments and materials) is but an incident of the process, — 
a sort of middle stage during which the employers have 
parted with tlieir savings and have not yet received the 
equivalent they are really seeking. Strictly, the office of 
capital is to promote largeness of product, and not at all 
to jneld interest. It has no more to do with gaining in- 
terest than land and labor have. The operation by which 
interest is gained is purely an operation with savings : it 
begins with savings, and is carried on to the end by 
means of further savings. This is why there is no inter- 
est of reaping machines or of steam-engines. We should 
gain greatly in clearness if we recognized this fact, and 
always spoke of interest of savings rather than of interest 
of capital. 

If this be the cliaracter of economic interest, we readily 
see how great a mistake it is to look for a law of interest 
in the mere nature of capital or in the greater or less 
efficiency of productive instruments. The mainsprings 
that govern the rate of ijiterest must be sought primarily 
in tlic play of those motives and circumstances that deter- 
mine men to save or to spend. Interest is, in the long 
run, Avhatever rate is required in order to make men save 
for the sake of interest. The actual rate in any given 
industrial situation is the outcome of the agreements be- 
tween employers and laborers as to the scale of wages ; 
and these agreements rest on the flow of savings available 
for carrying them out. It follows that no formula or law 
of interest can be valid which fails to take account of 
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wages. If interest be the difference, or a part of the 
difference, between the ultimate yield of labor and the 
wages paid for the labor, then, obviously, both terms must 
come into our reckoning. The very etymology of the 
word intej-est ought to remind us of this fact. Even 
those who insist on regarding capital as a third agency of 
production, on the same level with land and labor, must 
perceive that they cannot work out a law of the " earnings 
of capital" without reference to the cost at which the 
owners have acquired it. Under a system of hired labor, 
the cost of acquisition of capital is, at bottom, the wages 
paid to the laborers for producing it ; and, if the wages be 
not given, the most complete knowledge of the " produc- 
tive power of the capital " would not enable us to predi- 
cate anytliing as to the rate of interest accruing to the 
owners. In fact, without the cost as a basis of computa- 
tion, the phrase rate of interest would be meaningless. 

Economic interest is so directly connected with the 
advance of wages, is so clearly a compensation for the 
p/ayment of wages in advance of product, that the law of 
interest is simply a corollary of the doctrine that wages 
arc drawn from and depend on savings. It is therefore 
matter of some surprise to find writers who reject any 
and every form of wages-fund, greatly concerning them- 
selves to discover a law of interest. The economic as 
well as the moral basis of interest is the fact that it comes 
as the reward of bearing one of the burdens of production. 
If we ignore the element of time in production, and deny 
the need of savings for tlie payment of wages, we are 
bound in reason to deny also the validity of all claims on 
tlie product of industry except those based on labor. For, 
since capital is itself produced by labor, the alleged 
"services of capital" resolve themselves, at bottom, into 
services of labor, unless there be some element in the case 
which the view here in question fails to consider. Ob- 
viously, it is only by taking account of the waiting ele- 
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ment in the cost of producing commodities, and the conse- 
quent need of savings for the payment of wages to those 
who are ready to labor, but not to wait, that we have any 
tenable ground on which to base a law of interest. In a 
word, the law of interest must stand or fall, in economic 
theory, with the essential principle of the wages-fund.* 

The main object to be gained by excluding savings from 
the economic definition of capital is clearness. Not, how- 
ever, clearness merely for its own sake, but because in 
so intricate a subject correct interpretation of the facts 
is not possible without clearness. If space permitted, it 
would be easy to cite examples of the confusion caused by 
the existing practice. Take the one point of the eifect of 
changes in the rate of interest on the volume of capital. 
We are commonly told that a fall in the market rate 
of interest on loans favors increase of capital, which is 
quite true of capital in the sense of machinery, but is false 
if ajjplied to savings. The converse proposition, that a rise 
of the rate of interest favors increase of capital, is true of 
savings, but is false if applied to capital in the strict sense. 
It would be easy enough to name books, recent and excel- 
lent books by distinguished economists, in which we are 
told on one page that a rise of interest tends to increase 

* Perhaps I ought to explain that I do not regard the advance of wages as 
the origin of economic interest. It is simply the only way by which one may 
gain a right to economic interest in respect of other men's labor. It is possible 
to imagine a society in which each laborer should wait the full period for the 
enjoyable yield of his own labor, in which case economic interest would accrue 
in conjunction with the rewards of ordinary labor, as it now accrues in conjunc- 
tion with the rewards of managerial labor. Occupations and modes of pro- 
duction reiniiring long waiting for enjoyable results would have to present 
extra inducements in order to attract men into them, and so on and so on. 
This extra compensation would undoubtedly be economic interest. Obviously, 
we have that form of it, to some extent, in actual life in the case of the exti'a 
earnings of skilled labor. But .skilled laborers who accept wages are not get- 
ting the full and true economic interest answering to their outlay, for they do 
not wait the full period for the natural return. Finally, all laborers, even those 
who insist on the weekly or monthly pay-day, may be regarded as receiving 
some sliglit share of economic interest, so far as they really submit to some 
part of the burden of waiting. 



CAPITAL AND INTEREST 149 

of capital, and on another page that a fall of interest has 
the same effect. How can we hope to make progress with 
the problems of capital and interest while leading econo- 
mists are content to invite confusion in this way ? The 
simple truth, of course, is that in itself a rise of market 
interest acts in precisely opposite ways on savings and 
machinery, tending to promote increase of saving and 
to check increase of machinery. I say " in itself," because 
a rise or a fall in the rate of interest is never the primary 
cause of anything, being itself only the outcome of some 
more fundamental change in the industrial situation. In 
order to say much as to results, we should have to know, 
in each case, what this mpre fundamental change is. A 
rise in commercial interest may occur simultaneously with 
large extensions of machinery, — both changes being due 
to a common cause, — iiamely, the opportunity to gain 
high economic interest in enterprises in which new ma- 
chinery comes into play. In other words, the favorite and 
so often necessary formula " other things equal," is never 
in place in discussing a change in the rate of interest ; for, 
if other things remained unchanged, interest would be un- 
changed, too. And I may add, pai'enthetically, that what 
is true of interest in this respect is equally true of wages. 
One may easily lapse into absurdity by reasoning about 
changes in wages and interest as if they were primary 
causes, and not, as they really are, manifestations and re- 
sults of such causes. 

Again, it is usually taken for granted that increase 
of savings results in equal increase of working capital. 
There are, of course, relations between these two sets of 
things ; but anybody who reflects at all on the nature and 
function of each must see that the ordinary assumption 
cannot be maintained. The sole use of savings is to pay 
wages; and increase of savings, due simply to greater in- 
tensity of the saving spirit, has, for its immediate and only 
direct effect, increase of wages. What changes the rise of 
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wages and consequent decline of interest may entail in 
the modes of production, how far it may be for the advan- 
tage of employers to use machinery now in ways that were 
not advantageous before, are extremely interesting and im- 
portant questions. By reason of the wooden assumption 
usually followed hitherto, our writers have mostly passed 
tliese questions by with closed eyes. Now that attention 
has been called to them by Boehm-Bawerk, we may hope 
for more intelligent handling of the subject. The first 
step towards a better treatment is, in my opinion, to elimi- 
nate savings from our conception of economic capital. 

S. M. Macvanb. 



